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Commissioner Rachelle Chong
Federal Communications Commission
1919 M Street, N.W.
Washington, D.C. 20554

July 2, 1996

Re: Network/Affiliate Proirammini Practices
MM Docket No. 95-92

Dear Commissioner Chong:

I was sorry to have missed the opportunity to meet with you during my visits to the
Commission on June 14. [was able to have a very productive meeting with Jane Mago,
in which I tried to explain the realities of the network/affiliate relationship in today's
marketplace.

Apropos of that discussion, I thought you would be interested in portions of the June 20
Merrill Lynch report on the broadcast industry, prepared by the well-known financial
analyst, Jessica Reif. The material beginning on the second page of the report, which I've
highlighted for your convenience, confirms what I told Jane: in a world of four or more
broadcast networks, and especially since the FoxlNew World deal in May, 1994, station
owners are "in the catbird' s seat" when it comes to negotiating affiliation arrangements.
Driven by the imperative of national distribution, networks are giving both large and
small stations long-term affiliation deals with significant increases in the compensation
compared to what was paid as recently as two years ago. This is clearly not an area
where the public interest r'~quires the Commission to maintain regulations that constrain
normal, arm's length, marKetplace negotiations.

I would be happy to discuss these issues with you or your staff further, based on my
personal experience of renegotiating virtually all NBC's affiliation contracts over the past
two years.

cc w/enel: Jane Mago
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Broadcast Industry
Sign-On to the Rising Value of TV Station Groups, With
No Sign-Off in Sight

('

I

INVESTMENT HIGHLIGHTS:

• Private market purchase ~ rice multiples have risen sharply from the cyclical trough of 7x-9x EBITDA in
1991-92 to today's 12x·14)c MuCtiples in 1991-92 were depressed by an advertising downturn, exaceltJaled
by the Persian Gutt w-ar and HLT restrictions on bank lending.

• The increase in broadcast TV multiples is due to a better structural environment - reflecting fundamental
regulatory reform and the I.unch a/new over-the-air networks - notwithstanding higner cable ratings and
semi-sluggish ad growth, A more solid economic system for local TV stations (i.e., higher affiliate
compensation, LMAs, etc.) should help to support multiples dUring any cyclical downtum in advertising.

• The Telecom Act of 1996 r81axed TV ownership rules, .resulting in a wave of consolidation, higher cash flow
growth and rising margins Further regulatory reform is coming. with the repeal of PTAR and the likely
legalization of VHF-UHF ard UHF-UHF duopolies in a single mar1<et.

• TV spectrum is getting sca:ce. In affiliate negotiations, tM balance of power has shifted from TV networks
to TV stations, as a crowd )t new net'Nori<s fight for distribution: Fox, UPN and WE.

• Insiders continue to buy, despite higher muitiples. with the intent of raising margins andlor controlling
distribution. In May, NBC agreed ~o buy two of its affiliates, a UHF station in San Diego and a VHF in
Birmingnam, Alabama. trnm New World Communications for $425 million, or 14x·15x 1996E OCF.
Notably. NBC had already iacked up its distribution on both of these stations under' o-year affiliation deals
signed in 1995.

• Reflected in its high and relatively stable cash-flow margins, TV station economics are fundamentally much
better and more consistent than the broadcast TV network business.

• We expect a lengthy peried oi consolidation. lasting three or four years, in the television industry, resulting
in the formation of severai supergroups of TV station operators and accelerating growth for those station
groups in the acquiring mOi::Je.

DISCUSSION:

Free, over·the-air television stations, when aggregated, account for nearly 70"/. of total-day teleVision
viewing, despite the recent rise in cable ratings. Television stations generate high operating margins,
averaging 40%-45% and peaking at 55%-60%. which in tum provides for exceptional free cash flow
generation. For stations affiliated wtth the three traditional networks, lofty cash-floW margins reflect 110
weekly hours of big-budget entertainment. news and sports programming that is provided by national
networ1<s to local stations at 1'10 direct operating cost. In addition, broadcast television stations dominate the
local news category, prOVIding product differentiation from cable channels and insulation from the vagaries of
networl< primetime ratings. Local news operations. in addition. provide a platform that is capable of promoting
the networl<s regularly scneduled programming. Television stations lacking strong local news broadcasts
usually register poor sign-on :0 sign-off audience shares. Effective this fall. the FCC has repealed its Prime
Time Access Rule (PTAR). This reform will now permit network affiliates in the Top 50 markets to air·off·
netwon.: sitcoms (e.g.. reruns oi Seinield and Home ImprovemenC in the access hour, the hour preceding
primetime, and should streng'hen program quality and ratings during a lucrative local time period.

Demand tor local teleVISion ;~dvertising revenue has strengthened during 1996's second quarter. boosted by
the Atlanta Olympics and POl tical elections. FUll-year 1996 growth is expected to be in the 7'"A.-9% range,
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reaching S20 bill/on in rv station advertising. Local nI advertising typically has a stop-and-start growth
pattern that is tied to the biennial cyde at the Summer OlympicS/Presidential ~ections and the Winter
Olympics/mid-term Congressional elections. Since 1991, local TV advertising has grown at a 6.5%
compound annual rate. mcdestJy bener than nominal GOP growth.

Television station ownership rules were signi1icantly lo<lsened by the Telecom Act of 1996 The
Telecom bill repealed the national 12·station caD on the number of TV stations that a single entity may own,
while raising the naticnal audience limit from 25% to 35% coverage of total U.S. television households (TV
HHs). Consequently, a single TV station group operator may now own an unlimited number of television
stations, provided that tnose statIons operate in local maM<ets that cumulatively contain no more than 35% of
the TV HHs in the country.

TV group operators focused on midsize markets are big beneficiaries 01 the repeal of the 12.station
cap. Prior to the 1996 Telecom Act. government regulation created an artificially fragmented ownership
structure. enforced by the 12-station cap. There are 211 DMAs (Designated Marl<at Areas), or local television
marl<ets. as measured by the Nielsen audience ratings system. Most of these marl<:ets are small. More than
150 of these local TV mar",ets t",ave fewer than 480 thcusand homes per market. representing coverage of
less than 0.5% of the total 95.9 mil/ion HHs located in the U.S. As a result, in theory. it is now possible for a
single TV group operator to chain together 70 or more television markets, betore hitting the 35% limit
In addition, under cumnt FCC rules, teleli1sion stations transmitting in the UHF band (ultra high frequency,
channels 14-09) result in the attribution of only 50% of :r.e TV HHs in the relevant market. Consequently, a
group operator who owns only I,.lHF stations could potentially reach up to 70%, instead of 35%. of ttle homes
in the U.S., aided by tr.e eliminatJon at the 12-station limit.

Among others, the first television station group operators to surpass rhe old 12 station cap were:
GannettlMultimedia (15 stations. 14% of U.S. HHs). Westinghouse/CaS (14/31 %), Sinclair Broadcast
GrouplRiver City (21/15%) and Silver King (24/42%. including minority interests). These deals provide clear
cut eHiciency gains on tl'1e cost side of the equation, including added negotiating leverage in purchases of non
networ'r< (Le., syndicated) programming, national SPO[ sales commissions and netwo~ affiliate compensation.

Broadcast television networks have strong incentivea to expand their owned and operated stations
("O&Os"). Expanded TV station ownership captures more at the economic value create<:! by an over·the-air
network. Network affiliates bear little of the risk associated with developing or producing hit entertainment
programming (totaling more than $1.5 billion annually for each major netwoM<) or acquiring the rights to major
sporting events. Television stations have significantly higher operating margins and markedly less volatility
than television ne'tWorl<s, whose operating margins rarely surpass 20%. By increasing its 0&0 reach and
securing more distributicn. a net'Nort< significantly improves its capability to launch extra hours of internally
oroducad and owned programming (a brand·new netwaM< prom center with the November 1995 sunset of the
FCC's financial interest and syndication rules), as well as reducing its compensation paid to affiliates to dear
programming. In addition, a networ1< improves its competitive position to bid on major sports rights or
blockbuster programming, as larger distribution platforms capture a bigger share of the revenue generated by
these events. TIiese bfocl<Custer programming events, sucn as tt1e NFL and the Academy Awards, are
increasingly important as caele ratings rise. The Fox network, for example, faces ~ougher competition in the
next NFL auction, in part because of tl'1e expande<:i reach of the, Westinghouse/CBS station group_

1n the realm of network-affiliate relations, the big bang occurred May 23, 1994. Fox Television, owned
by News Corp., reached an agreement with New World <Ammunicatioos, which dropped its long--standing
nel'Norx affiliations with ABC, CBS and NBC in favor of Fox. Ultimately, New Wand switched ten of its major
market owned and operated VYF television stations to Fox. This event set off a c:,ain reaction ot affiliate
switcJ1es. as competing cver·\he-air r'letwor1<s scrambled to replace lost affiliates and ensure national
househoid reach of virtually 1')0%. To date. more t'1an 100 television stations in over 40 markets have
changed affiliations and these ;:,witches continue to ripple along today. Operators ot weH-positione<i television
station groups are receiving lor(J-term affiliate contracts at substantially higher rates ot compensation. which i.s
;:laid by the three traditictlai I,stworks in order to gain :ocal clearances for national program schedules. The
i=ox networi< pays linle ,~~ no at'iliate camp, but instead allows :ts affiliates to retain and sell a greater number
of commercial spots dur.ng ne:wor'r< programming. -;-0 fight off the Fox affiliate raid. the total compensation
paid by ABC. CBS and ,~BC ~O;ie from an estimated SJ50 million in 1994 to nearly $700 miilion in 1996. which
is pure profit for affiliates. bo(s~ng the value of local :elevision stations. The older three major networks
initially focused rheir etfor.s on securing long-term affiliaTe distribU110n In big marXets. but now new contracts

(Ganrlnued)
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and higher comp leveis are beginning to boost operating margins for network affiliates in smaller rnarl<ets. On
the other hand, three-network operating protits in toto have rarely ever eXce€ded $600 million.

In a world of four or mere over-the-air networks. station group operators are obviously in the catbird's
seat. Strong distribution via local affiliated television stations is imperative for national broadcast networks in the
ever escalating battle for viewers. Although the average home receives 40 television channels, only ABC, CBS
and NBC penetrate 98"10 of U.s. :1omes, as roughly one-third of the population still does not subscribe to cable or
DBS services. Powerful broadcast signals, particularly VHF signals (very high frequency. channels 2-13) offer a
distinct competitive advaI'ltage, typically providing better geographic reach. better picture clarity and tilus better
ratings. In addrtion, even among charmel-surfjng viewers. channels 2-13 are traversed more frequently and thus
offer better spots for program sampling than mora remote outposts. Witil better mar1<et coverage and sampling.
VHF stations raach more households and attract higher shares at aucience and advertising. The competitive
edge provided by VHF signals is self-e'fldent in audience deii....ery. On average, tor networlc;-aifiliated television
stations ot the Big Three, VHF stations deliver household ratings that are 25%..30% greater than UHF stations.
Under the old 12 station cap. network 0&05 were concentrated in the Top 5 markets, representing just over 20%
of U,S. TV households. We expea the broadcast networks to focus on acquisitions in the Top 50 markets,
particularly those markets with relatively few high Ciuafrty broadcast signals.

VHF station ....alue has climbed, Tnere are three or fewer commercial VHF signals in 32 of tl"le Top 50 U.S.
mar't<ets and is of :r.e Too 1eG. These so-called 1Mree--V" markets include ttie major metros of Detroit
(market rank No.9). Atlanta (Nc. 11). Cleveland (No. 12) and Tampa (No. 15). The ....alue ot VHF oLrtJets in
:hree-V markets has soared in the musical chairs of a tcur-network maM<etpiace, as Fox has aggressively
fought to fortify its distribution system.

Formerly found wanting, UHF spectrum value has climbed. Fox itself now faces upstart competitors, the
WB. UPN and Univision teleVision netwo~, locking to establish distribution footholds. Both UPN (United
Paramount) and we (Wamer Bros.) debUie<1 in January 1995 and currently program four and five primetime
hours, respectively, each week. 80th networks produce high-budget original programming, capable of
attra~ng mass audience. UPN is wholly owned by the Chris-Craft Group, including United Television, and is
aligned with Viacom's Paramount, whicn holds an option to purchase a 50% interest in the UPN netwoli< but

i not the Chris·CrattllJnited Tele.... lsion stations. The we is owned and programmed by TIme-Wamer's Wamer
',- Bros. studio, using the Tribune station group both as the primary distribution platform and as an investor

owning a 12"/0 interest today wrth options for up to 24% ownership. On the distribution front UPN holds a
clear edge, wi1h 152 affiliated s~ations covering 93% of the country. Tne WB has 82 affiliates reaching 83°~

:hat is supplemented by some interconnected cable distribution in small markets. However, helped by its
:aptdly rising ratings, W8 is now making a concerted effort to recruit UPN affiliates. Univision is a quickly
expar.oing over-the-air networ1< airing Hispanic programming. In addition, Silver King Communications run by
Barry Diller. with the finan<:ial Sl.pper1 at Tele-Communications Inc., has announced its intention to start up yet
another broadcast network, usirg its base of i 2 UHF stations reaching over 30% of the U.S. population.

LMAs today. Ouopolies tomorrow? Within a single local market, many TV group operators are
aggressively pursuing a multichannel strategy via LMAs or local marketing agreements. Under an LMA.. a
station operator leases the broadcast signal ot another station to obtain a second channel and revenue
stream. The LMA structure circumvents the FCC's television duopoly rule, which prevents a single entity from
owning two or more TV stations in a singJe market. L'AAs lower the cost structure of a stand-alone station
and permit the time-shifting of crcgramming, in order to lift cumulative ratings and advertising. In certain
dayparts, operators af VHF-UHi= LMAs that are affiliated with Fo:x and UPN, or Fox and WB. have found that
the comoined ratings of two staJons may oLItperform a stand-alone ABC or CBS affiliate. while also benefrting
f~om double-runs of entertainment and news programming, Broadcasters with more than one channel are
better positioned to compete mJre effectively with cable, radio and other content providers. All existing LMA
arrangements sanctioned by th,? FCC have been grandfathered by the Telecom Act and LMA contracts often
contain option-la-buy DrOV1sion~' in the event the FCC re\3Xes i~5 duopoly rules.

~ithough :elevision duopolies a e still prohibited. the Telecom Act requires the FCC to conduct a review of
its duopoly rules. The FCC's ,aport and order on duoocly was scheduled to GCcur during troe icurth quarter
~t 1996; iicwever. 't may be deayed inlo 1997. becoming part and parcei at :r,e horse-trading involved in the
FCC's desire to :r,crease educational children's programming ana reduce violence on TV. Any relaxation of
the duopoly rule should spa,'k a spree of UHF= television station acquisitions. At present, we believe



that the Commission is likely to celcu its duopoty rules and cermit VHF·UHF combos as well as UHF·UHF
comt:os, in big mar1<.ets where there are a sufficient number of commercial signals.

The Telecom Act also relaxed the one-to-a-market rule, prohibiting rv and radio cross-ownership in
the same market. Under previous policy, tr.e FCC granted waivers automatically in Top 25 markets. The
Telecom Act instructs the FCC to extend its waiver pdicy to any of the Top 50 markets. As a I'9sult, Jacor
Communications is able to combine one VHF station and a duster 01 six radio stations in the midsize mar1<et
of Cincinnati, with a national DMA market rank of 29, and thus create a true knockout block of spedr'Jrn.

The economics of TV station acquisitions received an assist from the Revenue Reform Act of 1993,
which made goodwill a tax deductible [tem. amortized over 15 years, for asset purchases. TV stations have
:ew hard assets, and goodwill and the FCC license otten represent up to 80%-90% of the purchase price.

The switch from analog to digital signal transmission, and s~ctrum auctions. Under the FCC's current
plan, which is subject to Congressional review, broadcasters would be allowed to transmit both analog and
digitaJ ("AN, or advanced TV) signaJs for a 15-year perioa transition p.3riod, as consume~ convert their TV
sets tiOm analog to digital receivers. Each broadcaster's second signal is "loaned" spectrum and at the end of
t'1e transition period the analog speC1rum is returned to the govemment and sold by aue-jon. Competing
r:;roposa/s have suggested manaating a 10 year transition period or a shutdown of analog broadcasting once
digital receive~ pass 80% household pEnetration. Almost all of the spectrum designated fo r ATV is on the
UHF band, whicn fs supenor to \HF for digital transmission. Under the current analog tra.nsmission standard,
::re full power broadcast channel uses six megahertz of spectrum. Digital TV transmission would allow
broadcasters to !rat'lsmit either ene so-called high definition signal or four or more standard-definition
channels simultaneously over 51.:::: megahertz of spectrum. Consequently. digital tral1smission will eventUally
:Jrovide a slug of equal quality cr,annel cacacity, eliminating tr.e competitive advantage of current VHF outlets.

Lawmakers continue to float prap9sals to raise Federall'9venue by auctioning off upfront the spectrum that is
to be returned to the govemme1L The difference between the original FCC transition plan and the upfront
auction is not whether but when the auction occurs. Broadcast lobbyists have at the moment deflected this
threat by positioning the upfront auction as a threat to the survival of free TV, which is enjoyed by today's 33
million non-eable households. C\her governmental threats include a ban on b~r and wine advertising and the
auctioning off at analog TV spec:rum now used by non~ommercial public television.

The opportuni1ies presented by deregUlation, and the new strategic clout of station group ownership,
has attracted an array of entrepreneurial talent Gary Chapman of UN Television. Bany Diller of Silver
King, Lowry Mays of Clear Channel Communications. Gerald Perenchio of Univision. David Smith of Sinclair
and Vincent Young of Young Bmadcasting, among others.

Fr~ cash flow machines. N(~twork affiliates have limited cash requirements for entertainment and sports
programming or for capital expl~ndjtures. With modest revenue growth of 6.5% and an average margin of
404%. TV stations can generate levered free cash flow growth from 15,,",0 (with 50,"0 debt financing to
purchase price) to 22% (10()% debt financed, for I.uge underleveraged acquirers). For aggressive
managers, who quickly lower tre purchase price multiple 10 10x 6CF. after-tax cash returns of roughly 15%
are possible, under an asset pUld'lase scenario and a terminal multiple af 10x.

Jnduslr;: Media - Broadcasting

Investment Strategy "Jdusrry Weighting: INCOME(=).GROWT.-i(-),CAPITAL APPRECIAnON{+)
Tecftmcai AnalySis Industry Rating: AA

:NWSj ML?F6.S was a mat'.aCj!!f (me most recent ;u.oiic oHllring 01 se<=urities ot U'ws :;ompany within Toe laslthree year:l_
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Commissioner Susan Nes;
Federal Communications Commission
1919 M Street, N.W.
Washington, D.C. 20554

July 2, 1996

Re: \/etworkiAffiliate Programming Practices
MM Docket No. 95-97

Dear Commissioner Ness:

It was a pleasure to meet with you on June 14 to discuss the realities of the
network/affiliate relationship in today's marketplace.

Apropos of that discussion, I thought you would be interested in portions of the June 20
Merrill Lynch report on the broadcast industry, prepared by the well-known financial
analyst, Jessica Reif. The material beginning on the second page of the report, which I've
highlighted for your convenience, confirms what I was describing at our meeting: in a
world of four or more broacICast networks, and especially since the FoxJNew World deal
in May, 1994, station owne:'s are "in the catbird's seat" when it comes to negotiating
affiliation arrangements. Driven by the imperative of national distribution, networks are
giving both large and small stations long-term affiliation deals with significant increases
in compensation compared :.0 what was paid as recently as two years ago. This is clearly
not an area where the public interest requires the Commission to maintain regulations that
constrain normal, arm's length, marketplace negotiations.

I would be happy to discuss these issues with you or your staff further at your
convenience.
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INVESTMEtIT HIGHLIGHTS

• Private market purchase price multiples have risen sharply from the cycJicaJ trough of 7x-9x EBlTOA in
1991-92 to teday's 12x-14x. Multiples in 1991-92 were depressed by an advertising downturn, exacertlated
by tl1e PersiaIl Gulf war and HLT restrictions on bank lending.

• The increase in broadcast TV multiples is due to a better structural environment - reflecting fundamental
regulatory reform and the launch of new over-the-air networks - notwithstanding higher cable ratings and
semi-sluggish ad growth. A more solid economic system for local D/ statiOI'lS (i.e., higher affiliate
compensation, LMAs, etc.) ~ho(Jld help to support multiples dUring any cyclical downturn in advertising.

• The Telecom Act of 1996 relaxed TV ownership rules, resulting in a wave of consolidation, higher cash flow
growth and rising margins i=urtJier regulatory retorm is coming, with the repeal of PTAR and the likely
legaJization of VHF-UHF anj UHF-UHF duopolies in a single marker.

• TV spectrum is getting scar::e. In affiliate negotiations. the balance of power has shifted trom IV networks
~c TV stations, as a crowd d new networks fight for distribution: .Fox, UPN and WE.

• Insiders ~ntinue to buy, uespite higher muaipJes, with tile intent of raising margins and/or contro[fing
distribution. In May, NBC 3.gr~d :0 ~uy two of its affiliates, a UHF station in San Diego and a VHF in
8irmingham, Alabama, ire j) New World Communications for $425 million, or '4x-1Sx 1996E OCF.
Notably, NBC had already hx:ked up its distribution on both of these stations under ,o-year affiliation deals
signed in 1995.

• Reflected in its high and relatJvely stable cash-flow margins. TV station economics are fundamentally much
bettsr and more consistent nan the broadcast TV netwoM< business.

• We expect a lengthy penedot consolidation, lasting three er four years, in the television industry, resulting
in the formation of several $upergroups of TV station operators and accelerating growth for those station
groups in the acquiring mOCt,.

DISCUSSION~

Free, over-the-air television stations, When aggragateci, account for nearly 70"'1. of total-day television
viewing, despile the recent nse in cable ratings. Television stations generate high operating margins,
averaging 40%-45% and peaking at 55%-60%. which in turn provides for exceptional free cash flow
generation. For stations affiliated with the three traditional networks, lofty cash-flow margins reflect 110
weekly hours of big-budget entertainment, news and sports programming mat is provided by national
nltworl<.s to local stations at no direct operating cost. In addition, broadcast teleyision stations dominate the
local news category, providing product differentiation from cable channels and insulation from the vagaries of
networX primetime ratings. Local news operations. in addition. provide a platform that is capable of promoting
the network's regularly scr.eduied programming. Television stations lacking strong local news broadcasts
usually register poor sign-on to sign-off audience shares. Effective this fall, the FCC has repealed its Prime
Time Aceess Rule (PTAR). T.,is reform will now permit networ'", affiliates in the Top 50 markets to air off
network sitcoms (e.g.• reruns c f Seinield and Home Improvement) in the access hour, the nour preceding
primetime. and snould strengthen program quality and ratings during a lucrative local time period.

Demand ~or local television advc;rtising revenue has strengthened curing 1996's second quarter, boosted by
the Atlanta Olympics and p<:.lHtica! elections. FUll-year 1996 growth is expected to be in the 701..-9"'Q range,
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reaching S20 bIllion in rv station advertising. Local TV advertising typically has a stop-and-start growth
pattern that is tied to the biennial cycJe ot the Summer OlympicS/Presidential elections and the Winter
Olympics/mid-term Congressional elections. Since 1991, local TV advertising has grown at a 6.5%
compoUnd annual rate. modestly better than nominal GOP growth.

Television station ownershJp rules were significantly loosened by the Telecom Act of 1996 The
Telecom bill repealed the national 12·station caD on the number of TV stations that a single entity may own.
while raising the naticnal audience limit from 25% to 35% coverage of lotal U.S. television households (TV
HHs). Consequently, a single TV station group operator may now own an unlimited number of television
stations, provided that tl'1ose stations operate in local mar!<ets that cumulatively contain no more than 35% of
the TV HHs in the country.

TV group operators focused an midsize markets are big ~eneficiaries OT the repeal of the 12·station
cap. Prior to the 1996 Telecom Act. government regulation created an artificially fragmented ownership
structure. enforced by the 12-station cap. There are 211 DMAs (Designated Mar1<et Areas), or focal television
rr,ari<ets. as measu~d by the Nielsen audience ratings system. Most of these marl<ets are smaiL More than
150 of these local TV markets have fewer than 480 thousand homes per market. representing coverage of
less tr,an 0.5% of the total 95.9 million HHs located in the U.S. As a result, in theory, it is now possible for a
single TV group operator to chain together 70 or more television markets, before hitting the 35% limit
In addition, under current FCC rules, television stations transmitting in the UHF band (ultra high frequency,
channels 14-6S) resu~ in the attribution ot only 50% of the TV HHs in the relevant market. Consequently, a
group operator who owns only UHF statiorls could potentially reach up to 70%, instead of 35%. of the homes
in the U.S., aided by the elimination of the 12-station limn.

Among olhers, the first television station group operators to surpass the old 12 station cap were:
GannettlMultimedia (15 stations. 14% of U.S. HHs). Westinghouse/CBS (14131 %), Sinclair Broadcast
Grouplf1iver City (21/15"1,,) and Silver King (24/42.%. including minority interests). These deals provide clear
cut efficiency gains on the ccst side of the equation, including added negotiating leverage in purchases of non
network (Le., syndicated) programming, national spor sales commissions and netwonc: affiliate compensation.

Broadcast television networXs have strong incentives to expand their owned and operated stations
("O&OSIf). Expanded TV station ownership captures more of the economic value created by an over·the-air
network. Network affiliates bear little of the risk associated with developing or producing hit entertainment
programming (totaling more than $1.5 billion annually for each major network) or acquiring the rights to major
sporting events. Television stations have significantly higher operating margins and markedly less volatility
than television ne'tWor1<s. whose operating margins rarely surpass 20%. By increasing its 0&.0 reach and
securing more distMblJtion. a network significantly improves its capability to launeh extra hours of il1temally
orodl.lca<j and owned programming (a brand-new newor!< profit center with the November 1995 sunsat of the
f:CC'~ financial interest and syndication rules), as well as redwcing its compensation paid to affiliates to dear
programming. In addition. a network improves its competitive position to bid on major sports rights or
blockbuster progra,nming, as larger distribution platforms capture a bigger share of the revenue generated by
these events. These blocl<Custer programming events. such as the NFL and the Academy Awards, are
increasingly important as cable ratings rise. The Fox networ1<, for example, faces tougher competition in the
next NFL auction, in part because of the expanded reach of the, Westinghouse/CBS station group...

In the realm of network-affiliate retations, the big bang occurred May 23, 1994. Fox Television. owned
by News Corp., reached an agreement with New World Communications, which dropped its long-standing
network affiliations with ABC, CBS and NBC in favor at Fox. Ultimately, New World switched ten at its major
mar!<et owned and operated VHF television stations to Fox. This event set off a chain reaction of affiliate
switco,es. as competing o.... er·the-air networ1<.s scrambled to replace lost affiliates and ensure national
household reach of virtually 100%. To date, more than 100 television stations in over 40 markets have
changed affiliations and these swrtches continue to ripple along today. Operalors of well-positioned telellision
slaliorl groups are receiving long-term affiliate contracts at substantially higher rates of compensation. which ~

paid by the three traditional networks in order to gain local dearances for national program schedules. The
Fox netwcrK pays linle or no atiiliate camp, but instead allows [ts a.+fitiates to retain and sell a greater number
of commercial SPOTS curing netw-c;Q'1< programming. To fight off the Fox affiliate raid. the total compensation
paid by ABC. cas and NBC ~ose ::rom an estimaceO $350 million in '994 to nearly $700 million in 1996, which
is pure profit for affiliates. boosting the value of local television stations. The older three major networks
initially focused their efforts on securing long-term affiliate distriDUllon in big marXsts, bLIt now new contracts
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and higher comp levels are beginning to boost operating margins for networi< affiliatQS in smaller markets. On
the other hand, three-networX operating profits In toto have rarely ever exceeded $600 million.

In a world ot four or more over-the-ait networks, station group operators are obviously in the catbird's
seat. Strong distribution via local affiliated television stations is imperatiYe for national broadcast net'Norks in the
ever escalating battle for viewers. Mhough the average home receives 40 television channels, only ASC, CBS
and NBC penetrate 98% at U.s. Mmes, as roughly one-third of the P<JPiJiation still does net subscribe to cable or
DBS services. Powertul broadcast signaJs. particularly VHF signals ('Very high frequency, channels 2-13) offer a
cistinct competitive advantage, typically providing better geographic reach, better piaure clarity and thus better
ratings. (n addition, even among channel-surfing viewers. channels 2-13 are traversed more frequently and thus
offer better spots for program sampling than more remote oU1pOsts. With better market coverage and sampling,
VHF stations reach more households and attract higher shares of aucience and advertising. The competitive
edge provided by VHF signals is self-evident in audience delivery. On average, for network-affiliated television
stations oi the Big Three. VHF stations deliver household ratings that are 25%,..30% greater than UHF stations.
Under the old 12 station Ca,Q. networic: O&Os were ccncentrated in the Top 5 markets, representing just over 20%
of U,S. TV households. We expect the broadcast networi<s to focus on aCQuisitions in the Top so markets,
particularly tt'.ose markets .Nit.h relatively few high quaflty broadcast signals.

VHF station value has c: Ii rnbe<2. There are three or fewer commercial VHF signals in 32 of the Top 50 U.S.
mar'l<ets and 75 of ~he TOD 100. These so-called "three--V" markets include trle major metros of Detroit
(market rank No.9), Atlanta (No. 11). Cleveland (No. 12) and Tampa (No. 15). The value of VHF outlets in
:hree-V marl<.ets has soared in the musical chairs of a four-nework marketplace, as Fox has aggressively
fought to fortify its distribution s'JStem.

Formerly found wanting, UHF spectrum value has climbed. Fax rtself now faces upstart competitors, the
WB, UPN and UnMsion teleVision networiG, fooking to establish distribution footholds. Both UPN (United
?aramount) and WB (Warner 8ros.) debU1ed in Jarwary 1995 and currently program four and r",e primetime
hours, respectively, each week. 80th networXs produce high-budget original programming, capable of
attracting mass audience. UPN is wholly owned by the Chris·Craft Group, including United Television, and is
aligned with Viaccm's Paramount, which holds an option to purchase a 50% interest in the UPN network. but
not the Chris-CrattlUnited Television stations. The W8 is owned and programmed by TIme-Wamer's Warner
Bros. studio. using the Tribuna station group both as the primary distribution platform and as an investor
owning a 12% interest today with options for up to 24% ownership. On the distribution front. UPN holds a
clear edge, with 152 affiliated stations covering 93% of the country. The WE has 62 affiliates reaching 83%
that is supplemented by some interconnected cable distribution in small markets. However, helped by its
:-apidly rising ratings, we is nl~w making a concerted effort to recruit UPN affiliates. Univision is a quickJy
expanding over-the-air networl<: airing Hispanic programming. In addition, Snver King Communications run by
Barry Diller. with the iinancial support 01 Tele-Communications Inc.• has announced its intention to start up yet
another broadcast neiWorX, usi:'1g its base ot 12 UHF stations reaching over 30% of the U.S. population.

LMAs today. Duopolies tomorrow? Within a single local marxet, many TV group operators are
aggressively pursuing a multichannel strategy via LMAs or local marketing agreements. Under an LMA, a
station operator leases the ol'Oadcast signal of another station to ootain a second channel and revenue
stream. The LMA stI'\JctUI'e c.ir:umvents the FCC's television duopoly rule, which prevents a single entity from
owning two or more TV stations in a single market. L'AAs lower the cost structure of a stand-alone station
and permit the time-shifting c' programming, in ortier to lift cumulative ratings and advertising. In cartain
dayparts, operators of VHF-UHF LMAs that are atliliate<l with Fox and UPN, or Fox and WB. have found that
,he combined ratings of two stations may outperform a stand-alone ABC or CBS affiliate. while also benefrting
from doucle-runs oi enter'..ainment and news programming, Broadcastsrs with more than one channel are
better positioned to comoete [:1ore effectively with cable, radio and other content providers. AU existing LMA
arrangements sanC'lionec: by r1e FCC have been grandfathered by the Telecom Act and LMA contracts often
contain option-la-buy prOVIsions in trle event the FCC relaxes its duopoly rules.

.AlltiOugh television duccclies .1re still prohIbited. the Telecom Act requires the FCC to conduct a review of
its duopoly rules. The ~CC'; report and order on dUOpoly was scheduled to occur during the fourth quarter
cf 1996: however, it may ::e cetayed into 1997. becoming part and parcel of the horse-trading involved in the
FCC':; desire to Increase ec~c:ational children's programming and reduce violence on TV. Any relaxation of
the duopoly rule should sp;uk a spree ot UHF television station acqUisitions. At present, we believe
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that the Commission is likely to relax its duopoly rules and permit VHF-UHF combos as well as UHF·UHF
comt:los, in big marl<ets where there are a sufficient number ot commercial signals.

The Telecom Act also relaxed the one-to-a-market rule, prohibiting TV and radio croas-ownership in
the same market. Under previous policy. the FCC granted waivers automatically in Top 25 markets. The
Telecom Act instructs the FCC to extend its waiver policy to any of the Top SO mancets. As a reSUlt, Jacor
Communications is ablQ to combine one VHF station and a cluster at six radio stations in the midsize marl<et
of Cincinnati, with a national DMA market rank of 29, and thus create a true knockout block of spectrum.

The economics of TV station acquisitions received an assist from the Revenue Reform Act of 1993,
which made goodwill a tax deductible item. amortized over 15 years, for asset purchases. TV stations have
few hard assets, and goodWill and the FCC license otten represent up to 80%-90% of the purchase price.

The switch from analog to digital signal transmission. and spectT'IJm auctions. Under the FCC's current
plaIl. which is sUbject to Congressional review, broadcasters would be allowed to transmit both analog and
digital (·AW. or advanced TV) signals for a 15-year period transition period, as consumers convert their 'iV
sets from analog to digital receIVers. Each broadcasters second signal is "loaned" spectrum and at the end of
the transition period the a.nalog spectrum is retumed to the govemment and sold by auction. Competing
proposals have suggested mandating a 1a year transition, period or a shutdown of analog broadcasting once
digital receivers pass 80% household penetration. Almost all of the spectrum designated for Arv is on the
UHF band, whicfl is superior tc VHF for C]igitaJ transmission. Under the current analog transmission standard,
one fun power broadcast channel uses six megahertz of spectrum. Digital TV tratlsmission would allow
broadcasters to transmit either one so-<:alled high definition signal or four or more standard-definition
channels simultaneously over six megahertz of spectrum.' Consequently. digital transmission will eventuaJly
provide a slug of equal quality:hannel capacity. eliminating the competitive advantage of current VHF outlets.

Lawmakers continue to float proPlfsaJs to raise Federal revenue by auctioning off upfront the spectrum that is
to be returned to the govemrrent. The difference between the original FCC transition plan and the uprront
auction is not whether but when the auction occurs. Broadcast lobbyists have at the moment deflected this
threat by positioning the upfront auction as a threat to the survival of free 'iV, which is enjoyed by today's 33
million non-cable households. Other governmental threats include a ban on beer and wine advertising and the
auctioning off of analog TV spectrum now used by non~ommercial public television.

The opportunities presented by deregulation, and the new strategic clout of station group ownership,
has attracted an array of entrepreneurial talent Gary Chapman of UN Television. Barry Diller of Silver
King, Lowry Mays of Clear Channel Communications. Gerald Perenchio ot Univision. David Smith of Sinclair
and Vincent Young of Young Eroadcasting, among others.

Free cash flow machines. Network affiliates have limited cash requirements for entertainment and sports
programming or for capital expenditures. With modest revenue growth of 6.5% and an average margin of
44%. TV stations can generate levered free cash flow growth 1rom 15"0 (with 50% debt 1inancing to
purchase price) to 22% (1000k debt financed, for large underleveraged acquirers). For aggressive
managers. who quickly lower ':he purchase price multiple to 10x 8CF, atter-tax cash returns of roughly 15%
are possible, under an asset pJrc.1ase scenario and a terminal multiple of 10x.

Industry: Meoia - Braadcasling

Investment Strategy !ndusrry Weighting: INCOME(=).GROwrri(...),CAPrrAl APPRECIAnON(....)
Technical Analysis Industry Rating: AA

[NWS] ML?F3.S was a. m3l1agerJt 1i1~ most recent punlic offering 01 securities ot u-.s company wiltlin !he last tl'1ree years_
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